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I. 



TiJTRODIJCTION 



In March, 1931, the Congressional Budget Office report- 
ed that a combination of rapid inflation, high unemployment, 
lagging productivity, and record high interest rates had 
battered the United States economy in 1930. In response 
to the poor economic performance, President Reagan present- 
ed his economic recovery plan to Congress, Appendix A, on 
February 13, 1931. In his address to Congress President 
Reagan stated that by 1986 double digit inflation would be 
cut in naif, the American economy would produce 13 million 
new jobs, and tne gross national product would grow at an 
annual rate of 4 to 5 percent. The President's plan con- 
tained four key elements: 

- Reduce the growth of federal expenditures. 

- Reduce taxes. 

- Deregulate certain industries. 

- Establish and maintain a strict monetary policy 
President Reagan's plan was theoretically based upon 

a new wave of economic thinking called "Supply-Side 
Economics". In general, the concepts postulated that 
stimulation of the productive elements of tne economy 
would increase productivity and capital investment, 
thereby initiating an unprecendeted expansion of the 
economy. Coupled with a restrictive monetary policy, 
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these supply-side policies were expected so reduce unem- 
ployment, reduce inflation, increase G.'IP growth, and 
oalance tne budget siuul taneously . 

A. RESEARCH PURPOSE 

The purpose of this paper is to address tne question : 
Have tne supply-side economic policies of tne Reagan admin 
istration been adequately tested by the fiscal experience, 
EY-1931 through FY — 1 934? Tne forecasts of Reagan's 
economic recovery plan will oe coinpared to tne actual 
economic performance of tne respective years. Specific- 
ally this paper will compare various economic indicators 
and evaluate tne success or failure of Reagan's policies 
within 3 generally accepted macroeconomic model. 

3. scope a;;d lihitatious 

Tne scope of analysis will be limited to an examina- 
tion of tne economic policies of the Reagan administration 
and the assumpt ions , forecasts, and actual outcomes of 
the federal budgets from F Y — 1981 through FY-19S4. A 
significant limitation with respect to this type of 
analysis is tne question, wnat if President Carter nad 
seen reelected? The outcomes of the Reagan policies are 
a matter of record whereas, the economic outcomes of a 
second Carter administration can only oe estimated. 
Additionally, tne economy is a huge and complex system 



chat does noc change very quickly. Tne momentum of 
economic activity continues for varying lenghts of time 
depending upon the strength and velocity of previous 
policies. As a result, the policies of the Carter 
administration affected tne values of economic indicators 
especially during tne first year of the Reagan 
administration. 
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BACKGROUND 



II . 

Supply-side economics emerged as a new school of econo- 
mic thought as a result of the performance of the economy 
in the mid 1970s. In 1975, unemployment was 8.5 percent 
despite a federal deficit of 95 billion dollars. 3oth 
figures increased from the 1979 levels of 5.6 percent 
unemployment and a 6 billion dollar federal deficit. 
According to conventional economic theory this should not 
happen because tne existence of a large deficit should keep 
unemployment low [Ref. 1 : p . 33. Also, the simultaneous 
occurence of economic stagnation and comparatively nigh 
rates of inflation during the 1970s characterized the 
United States as a stagflation economy [Ref. 2:p. 53. 
Supply-side economics is more a cycle tnan an evolution in 
economic thought because it is nothing more than classical 
economics rediscovered [Ref. 1:p. 13. Bartlett [Ref. 1:p. 
33 credits Irving Kristol as being the first to draw at- 
tention to supply-side economics. In an article titled, 
"Toward a 'Mew' Economics?", May 9, 1977 edition of the 
Wall Street Journal, Kristol wrote: 

In response to this crisis in the theory of economic 
policy a 'new' economics is beginning to emerge . . . 

Its focus is on economic growth, rather than economic 
equilibrium or disequilibrium, and it sees such growth 
arising from a free response (e.g., investment, hard 
work, etc.) to the economic incentives of a free market. 
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This 'new' economics is somethimes described, rather 
cumber somel y , as 'supply-side fiscal policy'. . . It 

arises in opposition to the Keynesian notion that an 
increase in demand, by itself, will increase supply and 
therefore accelerate economic growth. The 'new' econo- 
mics asserts tnat an increase in demand, where tne 
natural incentives to growth are stifled, will result 
simply in inflation. It is only an increase in produc- 
tivity, which converts latent into actual demand by 
bringing commodities to market at prices people can 
afford, that generates economic growth. 

Supply-side economics focus on the productive elements 
of the economy such as the supply of labor, tne level of 
saving, 3nd the level of investment . Supply-siders tar- 
geted these elements oecause of the productivity problem. 
Between 1950 and 1967 the average annual percentage in- 
crease in productivicy averaged 2.9 percent. From 1972 
to 1977 tne increase averaged only 0.6 percent [Ref. 1:p. 
5.]. Also, for tne first time in United States economic 
history, there were three consecutive yearly declines in 
productivity; 1976, 1979, and I960 [Ref. 3:p. 129]. This 
trend suggests the productive elements of the economy 
required stimulation. 



A. Till MACROECONOMIC MODEL 

Gross National Product is an aggregate measure of the 
goods and services produced by a nation and depends upon 
many factors. GNP may be measured by expenditure or by 
uses of income and is typically represented by the GNP 
identity [Ref. 9:p. 19]. 

(1.)C+I+G+(X-M)r 

1 1 



GNP 



C + S + T + R 



C represents consumpt ion : I is investment ; G is *ov- 



e r n'm e n t 


expenditures ; X 


is exports; i-i is 


imports; 3 i 


savin j ; 


T is taxes; and 


R is transfers of 


foreign n at 


nais. 2 


liminatin.g tne f 


oreign component 


of tne GUP 


identity 


will simplify t 


he model wi snout 


affecting it 


purpose 


in tills caper. 


The new identity 


becomes [Ref 


4:p. 35] 


(2. ) C + I 


•1- G = Y r C -r 3 • 


i- T 



In equation 2, Y represents income. This simplified 
identity is only a definition of GUP and says nothing 
about the oehav ioral relationsnips of the various components 
Viewing tine United States economy as a model will illustrate 
various interrelationships among selected economic variables 
This paper wii_ use tne macroeconomic model developed oy 
T e i g e n [Ref. 5 : p . 71. 

1 . Consumpt ion 

For simplicity , this paper will define C as planned 
expenditure oy individual Households. Thus, consumption 
is represented by the equation: 

(3. ) C = C Q + cY d 

C Q represents a minimum amount of consumption 
regardless of exogenous factors. The term cY d represents 
a component of comsumption that depends upon disposable 
income. The coefficient c is positive and Y d , disposable 
income, is defines by equation: 



(4.) Y d = Y - T 

Thus, consumption will increase with an increase 
in disposable income. 

2 . Investment 

Investment is represented by one equation: 



(5.) I - I Q - vr 

In this model, r is the only interest rate and v 
is tnc marginal efficiency of capital. 1 Q represents an 
independent level of investment. v is assumed to be 
greater than zero but carries a negative sign in the 
investment function. Therefore, tne higher the interest 
rate the lower the level of investment. 

3 . Government Expenditure 

In this mod sj. government expenditure is represented 
oy tne equation: 

(6.) G = G :: ' 

The asterisk signifies that government expenditure 
is a fiscal tool and may vary. It is considered an inde- 
pendent var iaol e . 

4 . Gross National Product 

GI1P is defined as the summation of either side of 
equation 2. Increases or decreases in any component of the 
equation will affect GilP accordingly. 
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5 . Sav ins 



Saving represents the amount of income left over 
after consumption and taxes are deducted. It is represented 
by the equation: 

(7.)S=Y-C-T 

Increasing the level of saving will increase GMP. 
This is a definition of saving in the macro model. 3enavi- 
orally, the level of saving is a function of income and 
taxes and is represented by the equation: 

(7A. ) S = s(Y - t(Y) ) 

6 . Taxes 

The level of taxes in this model is composed of two 
parts and is represented by the equation: 

(8.) T = T* + xY 

The T* represents that a portion of taxes are a 
fiscal policy tool. In the term xY, x is a positive number 
and represents the increase in tax revenue due to increases 
in GMP. This represents the progressive tax structure of 
the United States. 

7 . Tne Monetary Sector 

The monetary sector of the model is represented 
by three equations: 

(9.) M d = M 0 + KY - rar 
(10.) M s r M* 
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m.) ,f d = k 3 

ii 0 is the amount of money demanded without regard 
to income or the rate of interest. KY represents that tne 
demand for money will vary directly with income or GUP. 

M s is tne supply of money and is equal to M* which can be 
changed oy the .monetary authorities. M ;J is a monetary 
policy tool. Equation 11 states an equilibrium condition, 
mr represents the inverse relationship between tne demand 
for money and interest rates. The coefficient rn is a 
positive number but carries a negative sign indicating that 
as interest rates rise, the demand for money falls. 

This model contains three policy instruments whicn 
can be adjusted to influence the economy. Fiscal authorities 
can change government expenditure (G*) or the tax level 
(T' :: ‘). Monetary authorities can change the supply of money 
( M •"• ) . 

3. The I3-LM Model 

within the context of the macroeconomic model, IS and 
LM curves, investment-saving and liquidity of money, provide 
a more sophisticated framewcr.c for an analysis of fiscal 
and monetary policies [Ref. 5:p. 127 3. The IS curve repre- 
sents points of equilibrium in the goods market and is 
derived from the investment and saving functions. It 
shows combinations of income and interest rates at which 
desired investment and saving are equal. The L:1 curve, 
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representing points of equilibrium in the financial 
market, shows combinations of income and interest rates 
at which the demand for money equals the quantity of 
money in the economy. The intersection of the IS and LM 
curves, Figure 1, defines the equilibrium point of interest 
rates and income in the economy. In particular, IS-LM 
analysis demonstrates the effects of fiscal and monetary 
policies on interest rates and the level of national 
income [Ref. o:p. 126 ]. 

The relative effectiveness of fiscal and monetary 
policy depends upon tne slopes of tne IS and LM curves. 

The multiplier effect of she respective policy tools de- 
pends upon the initial position of the economy [Ref. 4:p. 
94]. Changes in policy instruments can be combined in many 
different ways to achieve a desired macro equilibrium. It 
is important to realise than shifts in either the IS or LM 
curves produce a multiplier which determines the cumulative 
affect of fiscal or monetary policy changes. 

3y assuming equilibrium in the investment and saving 
sectors of the economy, tne macroeconomic model defines a 
tax cut or increased government expenditure as equivalent 
fiscal tools. Hence, the change in income due to a change 
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The equilibrium interest rate and income are determined simultane- 
ously at the intersection of the IS and LM curves. 



Figure 1 The I S— LI I Cur r es. 



Y Income 



17 



in fiscal policy may be defined by equation 12 where q 
equals 1/s, the multiplier associated witn the marginal 
propensity to save. 

( 12. ) dY/dg = q 

This indicates that the total impact of an expan- 
sionary fiscal policy will be a multiple of the initial 
amount. As the IS curve shifts to the right, the economy 
moves along the LM curve. The increase in interest rates 
will cause a reduction in investment demand. The net 
effect depends upon the slopes of the IS and LM curves 
and the absolute shift of eitner or both curves as deter- 
mined by the multiplier. 

In the case of a change in monetary policy, an 
increase in the money supply will shift tne LM curve out. 
This excess supply of money will reduce interest rates and 
consequently stimulate investment demand. The ratio of the 
increase in income due to the rise in investment is the 
multiplier defined in equation 13 [Ref. 4:p. 92]: 

(13. ) dY/dl = b 

The change in investment resulting from a drop in 
interest rates is subject to a multiplier defined in 
equation 14. 



(14.) d I/dr = c 



Once again, the total impact of the monetary policy 
change depends upon the slopes of tne IS and LM curves and 
the actual shifts resulting from tne multipliers. 

2 . The Fail ure of Demand Management 

As evidenced by the fiscal experience of the late 
1970s, the demand management policies of the federal 
government were unable to promote economic prosperity. 

The traditional economic model, from which policies were 
formulated, did not include some supply-side considerations. 
Inflation, productivity, wage rates, and tax rates were 
perhaps more important in stimulating economic growth 
than previously realized. 
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A ‘I A L Y S x S 



A . i . Jr L a 1 1 0 ii 

Reducing inflation was one of tne oojectives identified 
during President Reagan's address to Congress on Feoruary 
1o, 1931. Furthermore, tne President said inflation had 
reduced our prospects for economic growth and attributed 
the current high inflation to excessive government spending 
and an overly accornoda t ive monetary policy [Ref. Appendix 
A]. The Reagan pian proposed specific decreases in budget 
outlays and a restrictive monetary policy as a means to 
reduce inflation. 

1 . Government Soendin; and Inflation 

In tne macroeconomic model, government spending is 
a fiscal tool that can stimulate the economy to full em- 
ployment equilibrium. If government spending is in 
excess of that required to achieve full employment, the 
resulting stress on the economy can induce inflation 
[Ref. 4:p. 174]. Actual government spending more than 

douoled from 1974 to 1930, out, unemployment increased 
from 5.5 to 7 percent, considerably less than full employ- 
ment. In response, President Reagan proposed a program 
of budget restraint that would reduce federal outlays as 
a percent of GRP from 23 percent in 1931 to 19.3 percent 
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in 1934 [Ref. Appendix A]. Actual outlays as a percent of 



G.'iP from 1931 though 1 934 were 23.5, 24.5, 25.1 and 23.3 
respectively [Ref. Appendix ;3 ] . 

2. Monetary Policy and Inflation 

The macroeconomic modei establishes the supply of 
money as a policy tool that is controlled by monetary 
autnorities. In tne United States, the Federal Reserve 
board administers monetary policy and functions somewhat 
independently . The Fed can change tne supply of money in 
ways to support tneir view of tne appropriate amount of 
money witn respect to economic conditions. This paper will 
define the supply of money as Ml: tne sum of currency, 

demand deposits, travelers' checks, and other checkable 
deposits. 

Excessive growth in the money supply can induce 
inflation. Excess demand resulting from increased invest- 
ment will raise price levels [Ref. 4:p. 1771. President 
Reagan's recovery plan desired a monetary policy that 
wouid reduce the rate of money and credit growth down to 
levels consistent with non in flationary expansion of the 
economy [Ref. Appendix A]. 

Ml grew at annual rates of 8.1 and 3.3 percent in 
1977 and 1973. In 1979 and 1930, the growth of Ml slowed 
to 7.2 and 0.6 percent respectively [Ref. Appendix 3]. This 
change from increasing to decreasing growth rates coincided 
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with the appointment of Paul Volcwer as Chairman of trie 
Federal Reserve Board. In 1979 the Fed had already estab- 
lished a restrictive monetary policy as indicated by tne 
growtn in .11. Voider restricted the growth cf Ml by 
increasing the federal funds rate up to 15 percent and 
tnen to a peak of over 17 percent [Ref. 7:p. 66]. A 
restrictive monetary policy continued through 1931 with 
an annual growth rate in Ml of 6.5 percent [Ref. Appendix 
3]. In response to tne 1931-1932 recession, the Fed 
eased monetary policy in mid 1932 in an attempt to 
stimulate a recovery. Ml grew at a rate of 3.3 percent 
in 1932 and 9.3 percent in 1933 in support of a strong 
economic recovery. In 1934, Ml was reduced to a 5.3 
annual percentage growth rate. 

3 . The Inflation Rate 

Assuming a restrictive monetary policy and reduced 
government expenditures as a percent of GUP, the Reagan 
plan forecast decreasing annual inflation rates for 1931 
through 1934 at 11.3, 8.3, 6.2, and 5.5 percent [Ref. 
Appendix B], Actual disinflation, as measured by the 
Consumer Price Index, occurred at a much faster rate despite 
increases in government spending as a percent of GNP. 

Actual inflation rates were 3.9, 3.9, 3.3 and 4.0 percent. 
This dramatic decline started from a rate of over 12 percent 
in 1930. 
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4 . The Phillips Curve 

During President Carter's administration, tne 
traditional policies of demand management; failed to reduce 
inflation without causing widespread unemployment. The 
tradeoff between inflation of wages and unemployment was 
illustrated by A.IJ. Pniilips in what is now commonly known 
as the "Phillips Curve," Figure 2. Phillips found that 
British ooservations from 1851 to 1957 traced out a smooth, 
curved relationship between changes in money wages and 
the unemployment rate [Ref. 6:p. 331]. In the late 1970s, 
tne simultaneous high rates of inflation and unemployment 
indicated that the Phillips Curve nad shifted to a less 
favorable position wnere the tradeoff was between a higher 
rate of inflation and a higher rate of unemployment. 

5. Praise and Criticism 

The anti-inflation oojective of the Reagan plan ap- 
pears to oe a dramatic success. Tne inflation rate was cut 
in half by 1933, three years prior to the forecasted 
date. Also, Palmer [Ref. 3:p. 31-32] indicates that 
although the short-run costs of reduced inflation were 
higher unemployment and slower economic growth, tne 
long-run Denefits seem to be permanent and not a reflection 
of the downward swing of the Business cycle. 

Critics of the Reagan plan argue that the use of 
a restrictive monetary policy to cause a sharp disinflation 
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Rate of change of money wages 
percent per year) 




Figure 2 The Phillips Cure. 
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was a disaster. They contend it reduced investment , raised 
deficits, and raised unemployment. Evidence concernin’ the 
real cost of disinflation is mixed and not conclusive. 
Fellner [Ref. 9:p. 13] concludes that wage oenavior data 
suggest a somewhat greater rate of disinflation per unit 
of unemployment occurred from 1931 through 1933. This 
supports tne "Credibility Hypothesis" as described by 
Hordhaus [Ref. 1 0 : p . 259]. 

Having a tough guy in the White House-pernaps encouraging 
an even tougher guy at the Fed-causes inflation to de- 
cline more quickly and at less economic cost than it 
would s imp! y on the basis of the given path of unemploy- 
ment and capacity utilization. 

Contrary to Fellner, Summer's paper indicates that the cost 
of disinflation as measured using wages or prices was not 
reduced more rapidly as a result of the credibility hypo- 
thesis The rapid disinflation was normal given tne severity 
of tne recession and the snarp appreciation in excnange 
rates of the dollar compared to major trading currencies 
[Ref. 7 : p • 135]. 

3 . T axes 

Reducing taxes was one of the four key elements of 
Ronald Reagan's economic recovery plan. Tnis oojective was 
fundamentally based upon the precept that high taxes had 
seriously eroded incentives to work , save, and invest [Ref. 
Appendix A]. The Reagan plan proposed an across the board 
reduction of marginal tax rates for individuals by 10 
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percent per year for three years starting July 1, 1931. 

The plan also included a business tax cut by establishing 
generous depreciation allowances via the Accelerated Cost 
Recovery System. [Ref. Appendix A]. Actual personal 
income tax rate reductions ultimately totaled 23 percent 
vice the proposed 30 percent [Ref. 1 0 : p . 93]. 

1 . Incentive to 'dork 

The supply of labor is one of the most basic ele- 
ments of an economy and constitutes one of the determinants 
of productivity. 3y reducing personal tax rates 23 percent, 
President Reagan hoped to reduce the tax disincentive to 
work and affect an increase in the supply of labor. Double 
digit inflation of the late 1970s had increased individual 
tax rates by pushing nominal incomes into higher tax 
brackets. This phenomenon, known as bracket creep, reduces 
disposable income and effectively shifts a consumer's 
preference towards more leisure and less work [Ref. 4 : p. 
129]. This result is illustrated in Figure 3. An increase 
in the wage rate, due to a tax cut, will shift the oudget 
line from 'J Q H to \! i H . As the budget line shifts upward, 
points of tangency are achieved on higher utility curves. 
The dashed line, HH, connects the points of tangency 
between the individual's utility curves and the various 
budget lines and represents the individual's labor-supply 
curve. As income (Y) increases, leisure (S) decreases. 
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Leisure 



Figure 3 



The dork. Leisure Decision. 



Although the civilian labor force participation race 
increased from 63.8 to 64.4 percent from 1930 to 1984, 
this rate shows a steadily increasing trend since 1966 
[Ref. 11 :p. 294]. This trend is primarily the result of 
increased female participation in the labor force. From 
1966, the labor force participation rate of women increased 
from 40.3 percent to 52.9 percent in 1983. During the 
same time period, the male labor force partici- 
pation rate decreased from 30.7 percent to 76.4 percent 
[Ref. 1 2 : p . 24]. 

2 . The SuddIv of Labor 

This paper will define the supply of labor as the 
sum of people employed and those officially counted as 
unemployed. After the final Reagan tax cut nad been imple- 
mented in 1933, the total number of people employed had 
risen by 1.6 million or 1.59 percent compared to the 1930 
level [Ref. 12:p. 11]. Also, 'unemployment nad increased 
by 2.5 percent or approximately 2.5 million people. Al- 
though the supply of labor increased by 4.1 million 
people during the tax cut time period, there is little 
evidence directly crediting the increase to the tax cuts. 
Haveman [Ref. 1 0 : p . 120] estimates that a "reasonable 

oest guess" of tne labor-supply response to the Reagan 
program would be on the order of 1.5 percent, approximately 
1.5 million people. This explains less than half of the 
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increase in the labor force. Havernan further qualifies 
the estimates of his study by stating, "These estimates, 
it must be emphasized are rough, and must be interpreted 
with caution." Very littie evidence was discovered 
linking the increase in trie supply of labor to the Reagan 
tax cuts. 

3- Incentive to Save 

The Reagan tax cut was also intended to increase 
saving by increasing net income. As defined in equation 
7A, saving is a function of income minus taxes. In addition, 
a number of special incentives for saving, such as liberal- 
ization of Keogh plans, IRA's and "All-Savers Certificates," 
were established by the administration [Ref. Appendix A]. 

This was intended to reverse the trend of declining saving 
rates as a percentage of disposable income. This rate nad 
declined from an average of , 7 . 3 percent from 1971 through 
1975 to an average of 5.2 percent from 1976 through 1930 
[Ref. 1:p. 351. From 1931 through 1934, after the Reagan 
tax cuts had been implemented, the average saving rate of 
personal income increased to 5.87 percent [Ref. 1 3 : p . 

51]. On a yearly basis, this rate increased from 5.8 
percent in 1930 to 6.6 percent in 1981. This was followed 
by two consecutive yearly declines in the saving rate to 
5.8 percent to 1932 and 5.0 percent in 1933. In 1984 the 
saving rate increased to 6.1 percent. 
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4. 



incentive Invest 



The Reagan plan proposed an incentive to increase 
investment in production and job creation via faster depre- 
ciation schedules of new factories and production equipment 
[Ref. Appendix A], This incentive was implemented in 1931 
as the Accelerated Cost Recovery System. In general, 
increases in the level of investment aid not occur as 
expected. Figure 4 shows gross private domestic investment 
declined from mid 1931 to trie end of 1932. The decreases 
in investment coincided with the 1981-1932 recession. 
Although the Accelerated Cost Recovery System provided 
a real incentive for businesses to increase investment, 
other economic factors temporarily negated the incentives 
of the system. 

5 . The Laffer Curve 

Jhereas President Carter believed a balanced 
budget was possible primarily through fiscal restraint, 
Ronald Reagan used supply-side economics to explain how the 
budget would be balanced even with his proposed tax cut. 
Theoretically, tne rapid expansion of the economy, initiated 
by the tax cut, would ultimately increase tax receipts by 
increasing the tax base. This was also part of Reagan's 
objective of getting big government off tne backs of tne 
people . 
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A significant question with respect to tax revenue is 
•whether tax rates were too nigh. The Laffer Curve, 

Figure 5, illustrates a theoretical relationship between 
tax rates and total tax revenue. Tne curve behaves in a 
manner such that there is an optimum tax rate at which tax 
revenues will oe maximized. Beyond this point, as the tax 
rate increases, total tax revenue decreases. This area is 
called the prohibitive region and illustrates tne limitation 
of taxation as an ultimate fiscal tool. Historically, 
there is no strong evidence to suggest that tne United 
States tax structure has ever been in the prohibitive 
region on a macro level. Although tax cuts nave never oeen 
sei f-f inane i ng within tne first year, the Kennedy tax cuts 
revealed tnafc certain regions of a tax cut can be 
sei f-f inancing. 

6 . Tne Kennedy Tax Cuts 

The Reagan tax cut of 1931 was remarkably similar 
to the Kennedy tax cuts of 1962 and 1964. 3otn plans 
reduced tne personal income and corporate tax rates and 
were criticized as being fiscally irresponsible. The 
Kennedy tax cut averaged a twenty percent reduction in 
every personal income tax bracket and was phased in over 
a three year period. Additionally, the corporate tax rate 
was reduced from 52 percent to 47 percent [Ref. 1:p. 116]. 
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Cigure 5 





Tax Revenues 



The Simple laffer Curve. 
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Following the enactment of cne Kennedy tax cut, 
the economy experienced a greater than normal expansion 
of real economic activity. A comparison of economic activity 
before 1961 and after enactment of the tax cut, 1966, 
indicates that unemployment declined from 6.7 percent to 
3.3 percent and capacity utilization, as measured by the 
Federal Reserve 3oard, increased from 77.3 percent to 91.9 
percent. Also, during this period, real GNP grew at an 
average annual rate of 5.9 percent [Ref. 1 4 : p . 19]. It 
should oe noted that from 1965 on, Bartlett [Ref. 1 : p . 121] 
discounts tne stimulative effects of the Kennedy tax cuts 
due to excessive government spending and increases in the 
quantity of money. 

An examination of the tax revenue data from this 
time period reveals some interesting facts. As a result 
of tne tax cuts, total tax revenue declined suggesting 
tax rates were in the normal range of the Laffer Curve. 
However, total tax revenue from individuals earning more 
than 100,000 dollars actually increased, suggesting this 
particular region of the tax structure had been in the 
prohibitive region on the Laffer Curve [Ref. 1 4 : p . 20]. 

Although the total revenue impact of a tax cut is 
negative in tne short-run, controversy exists as to 
whether a tax cut is self-financing in the long-run. 

Several studies indicate that the Kennedy tax cuts were 
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indeed self-financing as evidenced oy the testimony of 
./alter Heller before the Joint Economic Committee in 
1977: "Did it pay for itself in increased revenues? I 

think the evidence is very strong that it did." 

C. Monetary Policy 

The Federal Reserve independently administers monetary 
policy in the United States. The Fed normally uses three 
policy instruments to adjust tne supply of money; open-market 
operations, the discount window, and tne reserve ratio 
[Ref. 4:p. 274]. Each policy instrument adjusts tne supply 
of money through different market mechanisms and ultimately 
affect interest rates. As defined by equations 9 and 11, 
the interest rates nave an inverse and direct relationship 
to tne money supply. In addition, within the context of 
the macroeconomic model, only a single interest rate is 
assumed to exist. 

1 . Monetary Policy and Interest Rates 

Monetary policy and interest rates are significant 
with respect to economic growth because they affect the 
level of investment. This relationship is represented oy 
equation 5. An overly restrictive monetary policy will 
produce lower levels of investment as a result of high 
interest rates. This poses the question: Did the Fed's 

monetary policy support President Reagan's economic recovery 
plan? Three-Month Treasury Bill rates were forecasted in 
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the Reagan plan to decline from 11.1 percent in 1981 to 7.0 
percent in 1984. Actual rates tor 1981 through 1984 were 
14.1, 10.7, 8.6, and 9.6 percent [Ref. Appendix 3]. During 
that tine period, the actual interest rate averaged more 
than 2 percent higher than those forecasted. 

2. Interest Rates and Investment 

According to the Reagan doctrine of 1931, financial 
markets would rally and an immediate plunge in interest rates 
would initiate the recovery cycle [Ref. 7 : p . 251. In 
particular, capital investment was expected to be a major 
factor contributing to the recovery due to the implementation 
of the Accelerated Cost Recovery System. 

The plunge in interest rates did not occur in 
1981 as expected. In fact, long-term interest rates rose 
from 9.6 percent in 1979 to an average of 14.7 percent in 
he first half of 1932 [Ref. 7:d. 157]. A significant 
decline in interest rates did not occur until the Fed eased 
its restrictive monetary policy in 1932. Continued high 
real rates of interest discouraged investment through 1931 
and also made U.S. markets attractive to foreign investment. 
This resulted in the increase in value of the U.S. dollar 
relative to other currencies and increased the unfavorable 
affects upon investment of the steel and otner industries 
already experiencing strong competition f rom international 
markets [Ref. 3:p. 71 J. 
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One reason the Reagan ousiness tax cuts failed to 
stimulate investment was tne five-percent increase in 
ion^- term interest rates. This increase effectively negated 
the incentives of the Accelerated Cost Recovery System. 

The introduction of ACRS provided an aaditional nine billion 
dollars to corporations in FY 1932 and would nave produced 
more in the following years: 17 oiiiion in 1933 and 23 

billion in 1934. Evans [Ref. 7:p. 153] estimates that the 
five percentage point increase in the long-term interest 
rate was responsible for decreasing investment by 25.5 
oillion dollars. This estimate is supported by the fact 
that fixed business investment declined 17 billion dollars 
from implementation of the tax cut throu ;h early 1933 
[Ref. 7 : p. 157]. 

3 . Monetary Pomicv and Unemployment 

dost economists will agree that a consequence of 
a restrictive monetary policy is a higher rate of un- 
employment. 7 i t n the unemployment rate at 7.5 percent in 
1931, the prospects of a restrictive monetary policy made 
the issue politically sensitive. The Carter administration 
had viewed unemployment as a top economic priority and 
had been very responsive in implementing programs to xeep 
unemployment as low as possible. The Reagan plan dismissed 
the precept that a restrictive monetary policy would 
increase unemployment oy maintaining that a rapid expansion 
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of che economy would occur and absorb any adverse effects. 

In 1 9 B 1 , instead of an economic boom, a recession occurred 
and unemployment reacned 9.7 percent in 1 9 B 2 [Ref. 3:p. 353]. 

D. Government Spending 

Tne Reagan plan was especially critical of the "uncon- 
tro^led growtn" of government spending [Ref. Appendix A]. 

Tne plan attributed the nigh sustained rate of inflation 
to an overly expansive fiscal policy and established 
reductions in the growth rate of government spending as a 
central goal. The actual level of federal outlays from 
1931 through 1939 support tne success of the administration 
in acnieving this goal. In 1930, government spending 
increased by more than 17 percent from tne previous year 
[Ref. 15:p. M-4]. Figure 6 illustrates the successive 
yearly declines in the growth rate of federal spending 
during President Reagan's first term in Office. 

Tne proposed shift in federal spending toward defense 
and away from domestic programs was justified as a re- 
assignment of budget priorities to reflect the true 
responsibility of the Federal and State governments [Ref. 
Appendix A]. Altnougn defense spending increased sub- 
stantially, the actual level of proposed domestic budget 
cuts was less than planned. This is evidenced by the 
fact tnat federal spending as a percent of GRP was not 
reduced as previously noted in this paper. 
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Figure 6 Growth Rate of the Federal budget. 



39 



1 . Tne Full-£...b-*ovment 3ud T .ot Concept 

A major policy conclusion of Keynesian economics 
is that expansive fiscal policy-in the form of either 
additional government spending or a tax 'cut-is one appro- 
priate response to conditions of slack demand and unemploy- 
ment [Ref. 6 : p . 373. This is represented in the macroeco- 
nomic model by equations 5 and 8. The Reagan plan proposed 
tnat the tax cuts would offset the negative impact on 
unemployment resulting from a reduction in government 
spending via accelerated economic growth [Ref. Appendix 
Aj. In actuality, government spending continued to 
increase at a decreasing rate whiie the proposed tax cuts 
were implemented. The plan had forecasted yearly declines 
in the unemployment rate from 7.8 percent in 1931 to 6.4 
percent in 1934 [Ref. Appendix 3]. Actual unemployment 
rates for 1931 througn 1934 averaged 7.5, 9.5, 9.5, and 
7.4 percent respectively. A meaningful analysis of the 
affect of the Reagan tax cuts upon the unemployment rate 
is not feasible due to the strong influence of the 1981-1932 
recession. 

2. Government Spend int and GHP Growth 

GNP growtn may be measured in a variety of ways. 

Tnis paper will use yearly percentage change measured in 
1972 dollars. This adjusted figure provides a measure of 
the growth of real output through time and is perhaps the 
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The long 



single best measure of economic performance, 
range economic forecasts of GNP growth in the federal 
oudgets from 1931 through 1934 range from 3.7 to 5.5 percent 
with a mean value of 4.2 percent. These forecasts indicate 
the optimistic attitude tnat the administration would 
promote economic prosperity in the long-run. 

The Reagan plan sought to reduce government spend- 
ing primarily for two reasons. First, reduced spending 
would reduce deficits. Second, reduced spending would 
reduce the ever-large share of economic resources being 
consumed by the government [Ref. Appendix A]. The plan 
further believed that government spending had reached a 
level where private spending was being displaced tnus 
introducing inefficiencies into tne economy. This result 
is commonly known as the crowding out effect [Ref. 6 : p . 

351. VJith respect to real GNP growth, the Reagan policy 
of reducing government expenditure to stimulate economic 
growt.n cannot be evaluated since government spending was 
not reduced to the extent proposed. In addition, research 
discovered no method or evidence to either verify or 
reject this precept. 

E . Deficits 

Deficit reduction was a nigh priority in the Reagan 
economic recovery plan. It even forecasted decreasing 
deficits from 54.5 billion dollars in 1931 to a budget 
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surplus of 0.5 billion dollars in 1934 [Ref. Appendix A]. 
Actual oudget deficits from 1931 through 1934 totaled 
almost 600 billion dollars [Ref. 16 :p. 9.60], Why Ronald 
Reagan, one of the most conservative presidents in recent 
history, would allow such large deficits to exist is an 
enigma. Although many factors contributed to the record 
deficits, comment on the budget system will provide 
meaningful background. 

1 . Tne fundamental Proolem 

The fundamental problem of persistant deficits is 
rooted in the pro-spending bias of legislative politics 
[Ref. 17 : p . 365]. This oias permeates the budget process 
in several ways. First, members of Congress are motivated 
by two strong desires: to secure reelection by serving 

their constituents and to develop a personal power base 
in Congress. As a result, members often propose additional 
expenditures to benefit their co.nstitu ients and form 
political alliances with other members to ensure their 
proposals are passed. Second, expertise on budgetary 
matters is vested within budget committees and subcommittees. 
Consequently, the jurisdiction of these committees is 
seldom challenged. The overall effect is an incremental 
budget system that continually adds new programs and 
seldom abolishes existing programs. 
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2 . The Reatan Deficit. Le :acv 

Although the United States has not carried a budget 
surplus since 1969, the Reagan deficit legacy is infamous. 
Once considered primarily a political problem, huge budget 
deficits are now recognized as a real economic problem 
[Ref. 1 7 : p • 43]. 

In 1931 the federal deficit was 73 billion dollars. 
This amount was not significantly greater tnan some of the 
deficits experienced during the last half of tne 1970s. 

In 1933 the deficit increased to over 200 billion dollars. 
This large increase in the deficit can be attributed 
primarily to two factors. First, the proposed domestic 
spending cuts were not achieved and thus the increase in 
the defense budget represented a real increase in government 
spending. Second, the 1931-1932 recession caused the 
Reagan administration to overestimate tax receipts and 
underestimate domestic spending and the deficit. IJhereas 
federal spending increased by approx ima tely 130 billion 
dollars from 1931 to 1933, federal revenue increased by 
only 1.2 Diilion dollars and total tax receipts decreased 
by 21 billion dollars [Ref. Appendix 3], In 1934, the 
6.8 percent GNP growth rate appears to have expanded the 
tax base since personal and corporate tax receipts increased 
by 27 billion dollars [Ref. Appendix B]. Nevertheless , 
the 1934 deficit totaled over 185 oiliion dollars. 
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As previously establisned, additional government 
expenditures will normally increase G.'iP and decrease 
unemployment. The large budget deficits experienced 
during President Reagan's first term in Office question 
the validity of his supply-side policies. Furthermore, 
deficits of tnese magnitudes have undermined the credibility 
of supply-side policies with respect to G !! P growth and 
unemployment. 

3 . The icon osnic 3i rnif ican ce of Larne Deficits 

The unprecedented 200 billion dollar a year deficit 
level experienced during the Reagan administration prompted 
questions regarding their impact upon the economy. Gramlich 
[Ref. 17 : p . 43] proposes a convincing reason why deficits 
snould be feared: 

Deficits represent government dissaving, and unless 
offset by increases in private saving or capital imports 
from abroad, deficits imply a lower proportion of output 
devoted to capital formation. Tni s situation implies 
reduced long-term growth in the supply of capital, and 
nence in future output and consumption levels. 

Controversy exists as to whether deficits actually 

represent a trade off between present and future consumption. 

If deficits are offset by increased personal saving or 

capital imports, then tne economic implications of large 

deficits are not so ominous. 



iv. conclusions 



In 1931 President Reagan stated chat, by 1935 douole digit 
inflation would be cut in half, cne American economy would 
produce 13 million new jobs, and GNP would grow at an 
annual race of 4 to 5 percent. In 1936, inflation is less 
than 4 percent, che economy employs 9 million more people, 
and GNP is estimated to be growing at an annual rate of 3-2 
percent [Ref. 1 3 : p . 11]. Furthermore , the four key elements 
of che Reagan plan were implemented. The growth rate of 
federal expendicures declined, taxes were reduced, some 
industries were deregulaced, and the Federal Reserve Board 
nas maintained a strict monetary policy. Despite the 
apparent success of the Reagan plan, this paper concludes 
that the supply-side policies of the Reagan administration 
were not adequately tested by tne fiscal experience FY-8 1 
through FY-34. This conclusion is eased upon cne analysis 
that the improvements in cne economy were not achieved 
through the supply-side market mechanisms postulated by 
che Reagan administration. 

Evaluation of the success or failure of President 
Reagan in promoting an economic recovery is difficult due 
to the extent of presidential control over both fiscal and 
monetary policy. President Reagan's control over fiscal 
policy is somewhac limited. This results from the fact 
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that over half of tne federal ouaget is uncontrollable due 
to entitlement programs and other expenditure categories 
deemed mandatory. Final levels of federal expenditures 
are determined through policital interaction between Congress 
and the Executive Office. With respect to monetary policy, 
the Federal Reserve Board administers policy independent 
of the Executive Office. 

In actuality, tne President possesses very little 
aosolute power with respect to tne budget process and 
therefore must augment his power through political influence. 
President Reagan has been extremely influential as evidenced 
by the successful implementation of the elements of his 
economic program and the increases in defense spending. 
Although the failure to achieve the desired domestic 
budget cuts contributed to record deficits, President 
Reagan has succeeded in stonewalling most of the pressure 
for tax increases. 

The anti-inflation objective of the Reagan administration 
is one of the tangible successes of the program. The 
inflation rate declined at a much more rapid rate than 
anticipated and has remained at or below 4 percent through 
1935 and into 1936. Maintaining such a policy is somewhat 
politically unpopular since the results a re ofter manifested 
in higher rates of unemployment and slower economic 
growth . The success of the Reagan administration in 
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reducing inflation underscores the importance of the 
federal government in managing the economy at a macro 
level. however, exogenous factors contributed to the 
apparent success of the Reagan plan in reducing inflation. 

The severity of tne 1981-1932 recession and declining 
world oil prices a idea tne disinflationary trend. 

The success of the Reagan administration in reducing 
federal expenditure is marginal. Although tne administration 
did achieve the oojective of reducing the growth rate of 
government spending, total outlays, as a percent of GMP, 
averaged almost tnree percent higher than those proposed 
in 1931. This three percent difference may be attributed 
to two events. First, the 1931-1932 recession slowed GNP 
growth. Secondly, proposed domestic budget cuts were 
not achieved and thus represent a failure of fiscal 
discipline. Consequently, the precept that reduced 
government expenditure as a percentage of GiiP would 
contribute to disinflation was not sufficiently tested by 
the fiscal experience. 

Attainment of the objectives of tne Reagan plan to 
increase the incentives to work, save, and invest was not 
evident from the analysis of tne data. Increased incentives 
were expected to result from a reduction in personal 
income tax rates and introduction of the Accelerated Cost 
Recovery System. Personal tax rate reductions ultimately 
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totaled 23 percent and were intended to increase savin" 
and’ work effort by increasing disposable income. The 
saving rate did show a modest increase of .67 percent 
from 1931 to 1934. Even at 5.3? percent, the rate was 
far below the 7.3 percent rate of the early 1970s and 
demonstrated considerable fluctuation coinciding with the 
1931-1932 recession. The laoor force participation rate 
also showed a modest increase of 0.6 percent from 1931 to 
1934 but cannot be credited to the Reagan plan. The 
total labor force participation rate has demonstrated a 
steady and increasing trend since 1956. In fact, from 
1931 through 1934, the male laoor force participation 
rate declined slightly while the female rate continued to 
increase. The overall increase in the total labor force 
participation is due to the increased entry of female 
workers into tne labor market. 

The increase in investment resulting from the Accelerated 
Cost Recovery System failed to materialize. Gross private 
domestic investment declined from raid 1931 to the end of 

1932. Also, fixed business investment declined 17 billion 
dollars from implementation of the system through eariy 

1933. It should be noted that the levels of saving and 
investment are particularity sensitive to economic fluc- 
tuations and trends. Thus, the 1931-1932 recession 
undoubtedly had a strong influence on these levels and 
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consequently undermined the anticipated affects of President 
Reagan's suppiy-side policies. 

The restrictive monetary policies of the Federal Reserve 
Board, generally supported by the Reagan administration , 
appear to have been overly restrictive compared to the 
optimal policy of money and credit growth consistent with 
noninflationary expansion. Interest rates were constantly 
higher than those proposed in tae Reagan plan of 1931. 

This directly contributed to somewhat lower levels of 
investment and slower economic growth. As previously 
noted, monetary policy is autonomously administered by the 
Federal Reserve Board. Therefore, evaluation of various 
elements of the Reagan recovery plan must taxe into consi- 
deration the existence of an independent and possibly 
contradictory monetary policy. Furthermore, tne policies 
of tne Federal Reserve Board have considerable influence 
in international markets which tnis paper has not addressed. 

Finally, the Reagan deficit legacy nad undermined the 
credibility of supply-side economic policies. ./as the 
recovery from the 1931-1932 recession a result of supply-side 
policies or of an excessive fiscal stimulus which _eft 
deficits totaling 600 billion dollars from 1931 through 
'1934? These deficits were well in excess of those normally 
incurred during periods of recession. 
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The recovery from the 1981-1932 recession was very 
strong. The stagflationary trend of tne 1970s had been 
broken. Inflation remained oeiow 4 percent while GNP 
growth reached 6.3 percent in 1934. However, the improvement 
in the economy was not achieved according to the Reagan 
pian. Thus, this paper cannot conclude that the supply-side 
policies were adequately teseed by the fiscal experience. 

This conclusion implies nothing regarding the validity of 
supply-side economic policies; only that they were not 
adequately tested within the scope of this paper. 
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APPENDIX A 



PROGRAM FOR ECONOMIC RECOVERY 
'.-/hi fee House Report (Edited) 

February 18, 1981 

I. A PROGRAM FOR ECONOMIC RECOVERY 

Today the administration is proposing a national recovery 
plan to reverse the debilitating combination of sustained 
inflation and economic distress which continues to face the 
American economy. V.'ere we to stay with existing policies, 
the result would be readily predictable: a rising government 

presence in the economy, more inflation, stagnating produc- 
tivity, and higher unemployment. Indeed, there is reason 
to fear that, if we remain on this course, our economy may 
suffer even more calamitously. 

The benefit to the average American will be striking. 
Inflation, which is now at double digit rates, will oe cut 
in half oy 1986. Tne American economy will produce thirteen 
million new jobs by 1986, nearly three million more than 
if the status quo in government policy were to prevail. 

The economy itself snouid break out of its anemic growth 
pattern to a much more robust growth trend of four to 
five percent a year. Tnese positive results will be 
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accomplished simui taneously with reducing tax burdens, 
increasing private savings, and raising the living standard 
of the American families. 

The plan consists of four parts: 

1 ) a suostantial reduction in the growth of federal 
expend i tures 

2) a significant reduction in federal tax rates 

3) prudent relief of federal regulatory burdens 

4) a monetary policy on the part of the independent 
Federal Reserve System which is consistent witn 
those policies. 

These four complementary policies form an integrated and 
comprehensive program . 

The leading edge of our program is the comprehensive 
reduction in the rapid growth of feds rax spending. Our 
oudget restraint is more tnan cosmetic cnanges in the 
estimates of Federal expenditure. 

Tne second element of this program, wnich is equally 
important and urgent, is the reduction in federal persona^ 
income tax rates oy ten percent a year for three years in 
a row. Closely related to this is an incentive to greater 
investment in production and job creation via faster tax 
write-offs of new factories and production equipment. 

The third hey element of our economic expansion program 
is an ambitious reform of regulations that will reduce the 
gover nrnent- imposed barriers to investment, production, and 
employment . 
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The fourth aspect of this comprehens ive economic program 
is a monetary policy to provide the financial environment 
consistent with a steady return to sustained growth and 
price stability. Thus, a predictable and steady growth in 
the money supply at more modest ievels than often experienced 
in the past will be a vital contribution to tne achievement 
of the economic goals described in this report. 

II. THE TWIN PROBLEMS OF HIGH INFLATION AMD STAGNANT GROWTH 

The policies this Administration is putting forward 
for urgent consideration by the Congress are based on tr.e 
fact that this nation now faces its most serious set of 
economic problems since the 1930s. Inflation has grown 
from one to one and a half percent a yea!' in the early 
1960s to about thirteen percent in the past two years; 
not since World War I have we had two years of back-to- 
back, double-digit inflation. At the same time, the rate 
of economic growth has been slowing, and the unemployment 
rate creeping upward. Productivity growth, tne most 
important single measure of our ability to Improve our 
standard of living, has oeen declining steadily for more 
than a decade. In the past three years, our productivity 
actually fell . 

The most important .cause of our economic problems has 
been the government itseif. The Federal government, through 
tax, spending, regulatory, and monetary policies, has 



sacraficed long-term growtn and price stability for 
ephemeral, short-term goals. In particular, excessive 
government spending and overly accommodative monetary 
policies have combined to give us a climate of continuing 
inflation. That inflation itself nas helped sap our 
propec ts for growth . 

The federal government has greatly contributed to the 
persistence of nigh inflation. Overly stimulative fiscal 
and monetary policies, on average, have financed excessive 
spending ana thus pushed prices upward. Since government 
accommodation is widely expected to continue, inflation has 
oecome emoedded in the economy. Productivity, popularly 
measured as ou tpu t-per-worher-nou r , is an indicator of tne 
efficiency of the economy and, consequently, of our ability 
to maintain the rate of improvement in our standard of 
living. Over the past fifteen years, tne rate of produc- 
tivity improvement has slowed and now virtually halted. 

Government policies have been a major contributor to 
the slow down, but they can be an even more important 
contributor to the cure. The weight of regulation and 
the discouragement that results from nign marginal tax 
ourdens are xey factors, but inflation itself also pj.ays 
an important role. Reduced capital formation is the most 
important and visible but not the only channel by whicn 
this occurs. 
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The role of the tax syste.n in reducing our past growth 
and its potential for improving the prospects for future 
growth deserves special attention. 3y reducing the 
incentives for investment and innovation, both by indivi- 
dual and by ousinesses, the tax system has been a hey 
cause of our stagnation. Re storing tne proper incentives 
will make a contribution to the long-run vitality of our 
economy . 

The progress iv i ty of the personal income tax system 
levies rising tax rates on additions to income that 
merely keep pace with inflation. households tnerefore 
find that, even if their gross incomes rise with inflation, 
their after-tax, real income declines. Some households 
respond to these higher marginal tax burdens by reducing 
their work effort. "Bracket creep" also encourages 
taxpayers to seek out tax shelters; sources of income 
that offer nigher after-tax returns but not necessarily 
higner before-tax returns than more productive sources, 
again contributing to economic inefficiency. In the last 
two decades, the congress has reduced personal income 
taxes seven times. havertneless , average effective 
tax rates are now about tnirty percent higher than tneir 
mid-1960s low. Marginal tax rates have climbed in tandem 
with average rates. 
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III. SLOWING THE GROWTH OF GOVERNMENT SPENDING 

The uncontrolled growth of government .spending has 
been a primary cause of the sustained high rates of inflation 
experienced by the American economy. Remaps of greater 
importance, tne continued and apparently inexorable expansion 
of government has contributed to the widespread expectations 
of persisting and possioly higher rates of inflation in tne 
future . 

Thus, a central goal of the economic program is to 
reduce tne rate at which government spending increases. 

In view of the seriousness of the inflationary pressure 
facing us, the proposed reductions in the federal budget 
for the coming fiscal year are tne largest ever proposed. 

Tne spending reduction plan will shift federal budget 
priorities, so that federal resources are spent for purposes 
that are truly tne responsibility of tne national government. 
The spending reductions will restrain federal involvement 
in areas that are properly left to state and local govern- 
ments or to the private sector. 

Carrying out this program of budget restraint will 
also halt and begin to reverse the tendency of government 
to take an ever-i3rger share of our economic resources. 

From a high of twenty-three percent of the gross national 
product in fiscal 1 9 id 1 , federal outlays are now scheduled 
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co decline to over twenty-one percent (21.81) in fiscal 
1982 and to reacn approximately nineteen percent beginning 
in 1934. 

IV. REDUCING TAX BURDENS 

An integral part of the comprehensive economic program 
is a set of cax proposals to improve the after tax, after 
inflation rewards co worx, savings, and investment. 

Inflation inevitably increases tne burden of taxes on 
individuals by pushing them into higher and higher marginal 
rates. In businesses, inflation makes the purchase of 
new equipment progress ively more difficult by reducing 
the amount of cash flow available for capital investment. 

The tax package addresses both of tnese problems. 

As taxpayers move into higher brackets, incentives to 
work, save, and invest are reduced, since each addition to 
income yields less after-taxes than before. In the late 
1980s and early 1970s, Americans saved between seven to 
nine percenc of personal, disposable income. In 1979 and 
1930, the saving rate was between five to six percent. The 
combination of inflation and nigher marginal tax rates is 
undoubtedly a major factor in tne lower personal saving rate 
To correct these problems and to improve tne after-tax 
return from work and from savings, tne President is asking 
the congress to reduce the marginal tax rates for individual 
across the ooard oy ten percent per year for the next three 
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years, staring July 1, 1931. This would reduce rates to 
stages from a range of fourteen to seventeen percent to a 
range of ten to fifteen percent, effective January 1, 1984. 

Since the late 1960s, the rate of net capital forma- 
tion (excluding spending mandated to meet environmental 
standards) has fallen substantially. For the five years 
ending in 1979, increases in real-net business fixed 
capital averaged just over two percent of the nation's 
real-net national product, or one- half the rate for the 
latter part of the 1960s. 

As a consequence, the President is asking the congress 
to provide for an accelerated cost-recovery system for 
machinery and equipment and certain structures. 

V. PROVIDING REGULATORY RELIEF 

The rapid growth in federal regulations has retarded 
economic growth and contributed to inflationary pressures. 
While there is widespread agreement on the legitimate role 
of government in protecting the environment, promoting 
health and safety, safegarding 'workers and consumers, and 
guaranteeing equal opportunity, there is also growing 
realization that excessive regulation is a very significant 
factor in our current economic difficulties. 
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VI. 



CONTROLLING MONEY AND CREDIT 



Monetary policy is the responsibility of the Federal 
Reserve system, an independent agency within the structure 
of the government. The admin is tr at ion will do notning to 
undermine that independence. At tne same time, the success 
in reducing inflation, increasing real income, and reducing 
unemployment will depend on effective interaction of 
monetary policy with other aspects of economic policy. 

To achieve tne goals of the administration's economic 
program, consistent monetary policy must be applied. Thus, 
it is expected that the rate of money and credit growth 
will be brought down to levels consistent with non-infla- 
tionary expansion of the economy. 

If monetary policy is too expansive, tnen inflation 
during the years anead will continue to accelerate, ana 
the administration ' s economic program will oe undermined, 
inflationary psycnology will intensify. V/ ages, prices, 
and interest rates will reflect the belief that inflation 
and destructive effects of inflation will continue. 

3y contrast, if monetary policy is unduly restrictive, 
a different set of problems arise, unnecessarily aggravating 
recession and unemployment. At times in the past, abruptly 
restrictive policies nave prompted excessive reactions 
toward short-term money ease. As a result, frequent policy 
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c nances can send con fusing signals, and the additional 
uncertainty undermines long-term investment decisions and 
economic growth. 

VII. A HEW BEGINNING FOR THE ECONOMY 

Inis oian for national recovery represents a 
substantial break with past policy. The new policy is 
based on the premise that the poeple who make up tne 
economy--worker s , managers, savers, investors, buyers and 
seilers--do not need the government to make reasoned and 
intelligent decisions about how best to organize and run 
their own lives. They continually adapt to best fit the 
current environment. Tne most appropriate role for 
government economic policy is to provide a stable and 
unfettered environment in which the private individual can 
confidently plan and make appropriate decisions. Tne new 
recovery plan is designed to bring all aspects of govern- 
ment policy a greater sense of purpose and consistency. 
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TABLES FROM ./HITE HOUSE REPORT 
Feoruary 18, 1961 

SHIFT If! BUDGET PRIORITIES 





1962 


. 1931 


1934 


Dollar amounts (in billions): 


46.6 


157.9 


249.3 


DOD - Military 


26.2 


293.3 


313.0 


Safety net programs 


6.9 


64 . 3 


66.3 


Net interest 


26.9 


1iLi»-2 


142.0 


Total 


106.6 


654.7 


7X1*22 


Outlay shares (percent): 


DOD - Military 


43.3 


24. 1 


32.4 


Safety net programs 


24 . 6 


96.6 


40.6 


Net interest 


6.4 


9.3 


3.6 


All otner 


25.2 


29.5 


13.4 


Total 


100.0 


100.0 


100.0 



Tne Federal 


Budget: ana GNP 


Fiscal year 


Outlays as percent 
of GNP 


1931 


23.0 


1932 


21 . 3 


1933 


20.4 


1984 


19.3 


1935 


19.2 


1936 


19.0 





FEDERAL REVENUE 
(IN BILLION OF 


AND OUTLAYS 
DOLLARS) 










Deficit(-)or 


Fiscal year 


Revenues 


Outlays 


Surpius(-r) 


1931 


600.2 


654.7 


-54.5 


1 932 


650.5 


6 95.5 


-54.0 


1983 


710.1 


733.1 


-23.0 


1934 


772. 1 


771.6 


+ 0 . p 


1985 


351.0 


344.0 


+7.0 


1936 


942. 1 


912.1 


+ 30.0 
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A P P £ M D T X 3 



VARIOUS ECONOMIC INDICATOR TA3LES 

Ag„t .u.a^Jla d .a rq l O u tl ay? Per de nt. of Gi-ip 



1 981 


23.5 


1932 


24.5 


1933 


25.1 


1 934 


23.3 



Source: Budget of cne United States Government Fiscal Year 

1935, p . 9.5u. 



. 11 Grower fate (percent yearly cnan^e) 



1977 


3.1 


1978 


3.3 


1979 


7.2 


1980 


6 . 6 


1981 


6 . 5 


1982 


3.8 


1983 


9.3 


1 934 


5 . 0 



Source: Economic Indicators, July 1985, Council of Economic 

Advisers. 
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ECONOMIC ASSUMPTIONS AND ACTUAL OUTCOMES 



Economic Variaole 


1 931 


1962 


193 3 


1984 


Real GUP (1972 


dollar 


3 ) 
















Administration 




i . 


. 1 


4. 


2 


5. 


0 


4. 


.5 


Actual 




2. 


. 5 


-2. 


1 


7 

w * 


7 


6 . 


.3 


GUP Deflator (3 


chang 


e ) 
















Administration 




9. 


.9 


8. 


3 


7. 


0 


6 . 


,0 


Actual 




9. 


. 5 


6 . 


0 


3. 


8 


3. 


.8 


CPI ( I change) 




















Administration 




1 1 . 


, 1 


8. 


3 


6 . 


2 


5, 


. 5 


Actual 




8 . 


.9 


3. 


9 


3. 


6 


4 , 


.0 


Unemployment Ra 


te (3) 


















Administration 




7. 


, 8 


7. 


2 


5 . 


6 


5, 


.4 


Actual 




7. 


. 5 


9. 


3 


9. 


5 


7. 


, 4 


Three-Month Treasury 


















Bills ( annual 


avera 


ge ) 
















Aamin istrat ion 




1 1 . 


. 1 


3 . 


9 


7. 


3 


7, 


.0 


Actual 




14. 


, 1 


10. 


7 


8. 


6 


9, 


r 

. 0 



SOURCES: Executive Office of the President, Office of 

Management and 3udget; Congressional 3udget 
Office; Council of Economic Advisers, Economic 
Indicators, J u j. y 1935. 
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FEDERAL OUTLAYS PERCENT 


YEARLY CHANGE 


YEAR 




OUTLAYS (MILLIONS) 


PERCENT CHANGE 


1977 




409,203 


• 


1973 




458,729 


12.1 


1979 




503,454 


9.75 


1 930 




590,920 


1 7 . 37 


1981 




573,209 


14.77 


1 932 




745,706 


9.95 


1983 




303,327 


3.39 


1984 




351 ,731 


5.37 


SOURCE: 


3UDGE 
1 986 


T OF THE UNITED STAT 


E GOVERNMENT FISCAL YEAR 



FEDERAL TAX R EVENiJE ( BILLIONS) 



YEAR 


PERSONAL 


CORPORATE 


1930 


244 . 1 


64.5 


1931 


235.9 


51.1 


1932 


297.7 


4 9.2 


1933 


233.9 


37.0 


1 984 


295.2 


55.9 



SOURCES: BUDGET OF THE UNITED STATES GOVERNMENT FISCAL 

YEARS 1932, 1933, 1934, 1935, 1986. 
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EMPLOYMENT LEVEL 


TOTAL 


1 1 0 HI i J S T I T U T 1 0 N A L POPULATION 


YEAR 


NUMBER EMPLOYED (THOUSANDS) 


I960 


100,901 


1961 


102,042 


1 932 


101,194 


1933 


102,510 


SOURCE: HANDBOOK 


OF LABOR STATISTICS, U. S. DEPARTMENT OF 



LABOR BUREAU OF LABOR STATISTICS, JUNE 1965, 
BULLETIN 2217. 
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